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THE STOCK MARKET AND REAL ESTATE 


URING the past several years I have said many times in our bulletins 
|) and in my speeches that the stock market was too high. There was no 

way in which the selling prices of common stocks could be justified by 
either present or prospective dividends. The market reached its recent highs 
as a result of the fear of inflation and the attempt on the part of investors to 
find a hedge in stock equities. They competed against each other for a limited 
number of shares, and the excess demand forced prices out of all reason. 


In a rising market, many lose perspective. They no longer think of a stock 
as an earning asset but as something which they can buy at one price and sell 
ata higher price. History is replete with examples of mass hysteria of this 
sort. If the price of anything is bid up by the public for an extended period, a 
larger and larger percentage of buyers buy with resale in mind. 


It is always easy to see the ridiculous mistakes that were made in past pe- 
riods by persons caught up in this mass hysteria, but it is quite difficult to see 
that we frequently travel the same path. John Law, a Scotchman, sold shares 
in the French provinces of North America almost 100 years before the Louisi- 
ana Purchase. The craze caught on, and at the peak, the selling price of these 
shares was 36 times the issuing price. At the original price the shares could 
have paid a reasonable return, but there was no possibility that they could ever 
hope to pay a return after they had advanced 36 times. When enough people 
realized this, the greatest inflation the world has ever seen collapsed, with an 
aftermath of bankruptcies and suicides unmatched in previous panics. 


It makes no difference to the public whether it is speculating in land, in in- 
dustry, or even in tulips. One of the most peculiar crazes that ever hit the 
investment markets occurred in the early 1600’s, originated in Holland and 
spread to England and France. Tulips were highly prized at that time, and 
wealthy families started paying larger and larger amounts for special varie- 
ties. As the market broadened and prices went up, many people started in- 
vesting in tulips and at the peak one single bulb sold for 2500 florin. At that 
time this amount would buy 21 fat oxen, or 21,000 pounds of cheese. The col- 
lapse, when it came, caused international repercussions, with such a large 
wave of bankruptcies that the Dutch government was asked for special legisla- 
tion to relieve the condition of the bankrupts. 
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The best test I know for stock market prices is the comparison shown on 
the center spread of this report of the yield on 200 stocks and the yield on Aaa 
corporate bonds. This series of figures, based on Moody, is available only 
through 1929. I wish it were available for a few years previous. 


We would expect that the common stocks of large corporations would yield 
more than their bonds. Interest must be paid on bonds before anything can be 
paid to stockholders. Should the company fail, the bondholders have a pre- 
ferred claim, and the stockholders share only after this claim has been paid. 


This situation has been realized by investors in all but 5 of the 32 years 
covered by the chart. During the first 2 years, 1929 and 1930, stocks had 
been bid up by speculators until the dividends paid were less than the return on 
the investment paid to the holder of corporate bonds. From a yield of 2.8 per- 
cent in 1929, the same stocks declined in value until in 1932, even under de- 
pression earnings, they paid 10.7 percent on the selling price. Fora short 
time in 1933 at the time of the bank collapse earnings declined and dividends 
had been reduced by frightened directors until stocks paid a lower return than 
bonds, but from early 1934 to the second half of 1958 the return on stocks was 
greater than that on bonds. Then, as the last burst of speculative fever hit the 
market, stocks were bid up, until in December 1959 they yielded on the aver- 
age 3.3 percent, while corporate bonds in that same month yielded 4.6 percent. 


I believe that within the next few years you will see the old relationships 
restored, with stocks selling at a price where their yield will exceed the yield 
on bonds. This may be accomplished in one or more of three ways. 


1. The prices of bonds may advance. [If this were to happen, it would 
mean, of course, that interest rates would drop. Looking at the chart, it 
would seem that the yield on bonds is high in comparison with the 20-year pe- 
riod from 1935 to 1955. It should be kept in mind, however, that during the 
greater part of this period the Government used every device possible to 
hold interest rates down, even though the use of these devices intensified 
the inflationary difficulties we were in. In my opinion, we cannot continue to 
use these devices, as we can no longer afford an increase in the outflow of 
gold which would be sure to result from a continuation of inflationary practices. 
In the week ending September 21, 1960, our gold holdings tumbled by $181 mil- 
lion, the largest weekly gold decline in almost 29 years, except for a few 
weeks when the United States Government paid out its gold subscriptions to the 
International Monetary Fund. It was the eleventh consecutive drop in the 
Treasury gold stock, and lowered the total to $18, 748,000,000, a drop of $698 
million so far this year. Five hundred sixty-four million dollars of this de- 
cline has come in the past 11 weeks. 


One of the principal reasons for the acceleration in the outward movement 
of gold is that interest rates in the United States are too low in comparison with 
other countries in the world. A tabulation of 60 countries made a short time 
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ago showed the United States with the fifth lowest interest rate, and with 55 of 
the 60 countries with rates higher than ours. Richard Nixon is committed toa 
hard money policy, but even if John Kennedy is elected, I believe he will find 
that he must follow a hard money policy, with high interest rates and tight 
money, in spite of the Democratic platform and all of his speeches to the con- 
trary. Any lowering of interest rates will increase inflationary pressures, and 
will send out our remaining gold supply at such an accelerated rate that reval- 
uation of the dollar would be the only alternative. Asa result of the interna- 
tional flow of gold, it seems to me that there is very little chance that interest 
rates on bonds or on mortgages will decline by any great amount. The proba- 
bility is that they will either remain at their present levels or go higher. 


2. The prices of stocks may decline. This, to me, seems the most likely, 
as industrial concerns have been faced with rising costs which can no longer 
be passed on entirely to the consumer, as we are no longer in a scarcity mar- 
ket. Many domestic corporations are finding it more and more difficult to 
compete with imports on a price basis, and many companies that formerly de- 
pended largely on an export business are finding their customers now buying 
from lower cost producers in other countries of the world. Inflation, sparked 
by wage increases greater than the increases in the productivity of labor, and 
by many years of unbalanced budgets, has increased the prices of many of our 
products above those at which foreign manufacturers can bring their products 
to our local markets. While American ingenuity and research have been quite 
successful in the past in reducing costs to compensate for some of these dis- 
advantages, it does not look, at the present time, as if dividends can be in- 
creased markedly in the relatively near future. If they can’t, many stocks are 
not worth the price for which they have been sold. 


3. Dividends on stocks may increase. This seems to me a distinct possi- 
bility, but not within the immediate future. The tremendous amount of re- 
search done by industry will pay off in improved materials, design, and tech- 
niques, and after our present readjustments in the markets are over, will help 
bring the earnings paid out in dividends on common stocks back to a reasonable 
relationship with the interest paid on bonds, unless a new speculative wave 
bids up stocks again on this prospect, to further unreasonable heights. 


There would be nothing wrong in a stock market decline, even though it 
continued until the Dow-Jones industrial average dropped to 500 or lower, as 
this would merely increase the return on the investments to a more reasonable 
amount. The difficulty lies entirely in the psychological field. A person who 
has lost in a stock market decline develops, as he should, a liquidity prefer- 
ence, and much of the general public follows suit. Savings increase, accom- 
panied by a reduction in spending, first for durable goods and then, to a lesser 
extent, for consumption goods. This decline in confidence and preference for 
cash is often responsible for starting the downward spiral of a depression, 
mild or severe. 


(cont. on page 448) 
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(cont. from page 445) 

What effect will this have on real estate? Even though the drop in the mar- 
ket becomes more extreme than now seems probable, the first effect on real 
estate will not be too great. I remember quite clearly in 1929 and 1930 after 
the first big drops, many real estate men gloated over the fact that real estate 
was the safest of all investments, as there had been very little decline in its 
values at that time. They did not realize, however, that the repercussions of 
the big collapse would carry the selling price of existing residences down to 
less than half of their peak prices, and that this would bring, in its wake, tre- 
mendous foreclosures 


Even the drastic depression of the 1930’s, however, treated real estate 
far better than it did industrial common stocks. In contrast with the halving 
of real estate prices, the average price of the industrial average feli to one- 
ninth the preceding boom level. The chart opposite shows a comparison of the 
Dow-Jones industrial average and the selling price of a typical single-family 
residence. It should also be kept in mind that the residence prices include de- 
preciation, as over the entire series the buildings were getting older each 
year. 


In my opinion we are not on the verge of a 1929, but I do believe we have a 
fairly sizable readjustment to make. While I may be mistaken, I think the 
general level of the stock market will decline by a further sizable amount. 


Real estate, in my opinion, will not react downward as sharply as it did in 
previous stock market breaks. There are a number of reasons why it will not 
be as volatile in the future as it has been in the past. One of the principal 
reasons is that the foreclosure rate cannot possibly rise as fast during a 
drop in business as it has on numerous occasions in the past. Most dwellings 
today are financed with monthly pay-off loans which do not have to be refi- 
nanced. Inthe past, a downward movement in real estate values was always 
accelerated by the inability to refinance mortgages coming due in a period in 
which money was tight. Each foreclosure further depressed prices by throw- 
ing additional properties on a disinterested market, and each resulting drop in 
selling price made it more difficult to refinance other properties coming up for 
loan renewals. 


Another factor which, in my opinion, will help to stabilize the real estate 
situation is that a large percentage of existing mortgage loans were made at 
lower interest rates than now prevail, and it will be to the advantage of the 
mortgagor to continue to meet his interest and principal payments on his pres- 
ent properties if he can, as new purchases would offset lower prices with much 
higher interest rates 


The home owner would also secure the very maximum of political protec- 
tion. During the last few years we have seen politicians scramble over each 
other in attempting to buy the farmers’ vote by very costly legislation, and 
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only 8 percent of our families live on farms. With 60 percent of our urban 
families owning their own homes, it is inconceivable that politicians would not 
come to the rescue of this large a percentage of their voters if any serious 
situation threatened them. This would be done, regardless of cost to the Gov- 
ernment and, of course, eventually to the taxpayer. 


Iam not a pessimist for the long pull. I would not be greatly surprised to 
see the Dow-Jones industrial average break 1000 some time during the 1960’s 
but I believe that the next take-off of the stock market will be froma much 
lower level than we have reached to date. 


I also expect real estate some time during the 1960’s to reach considerably 
higher prices than those for which it is selling today. Our free enterprise 
system, while it does have its ups and downs, is the most productive ever de- 
vised, and if allowed to operate without too many restrictions, will continue to 
produce the world’s highest standards of living. 
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